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We are expecting our piano business to have an excellent year as well, as the global economic recovery
continues. In addition to our expectations for strong growth in our U.S. and European piano
business, we expect growth in China and a recovery in Japan to help boost our performance. With
an increase in demand, we expect to operate our factories at full production, enabling us to realize
better margins. This gives us improved confidence in our performance in the upcoming year.

The Company closed the year in solid financial shape. Our managers did an excellent job managing
working capital and we ended the year with a record $42 million in cash. This effort was recognized
by the stock market as our shares recorded a 50% gain in 2003, once again outperforming the
Russell 2000 and generating a return nearly double that of the S&P 500. In February 2004, we
made a major repurchase of our stock, acquiring 14% of our outstanding shares. The markets again
responded positively, and within a few weeks, our stock price was up another 20%.

We recognize that execution of our strategies will be critical to our business over the next couple of
years. That said, we believe strongly in our ability to achieve success. With our operations making
headway, we are now in a position to begin looking at acquisitions again. Steinway Musical
Instruments has an experienced management team, skilled employees and a solid financial structure.
We are poised for a prosperous 2004 and look forward to making further progress toward our goal
of being the undisputed worldwide leader of the musical instrument industry.

Thank you for your continued support.

\ o [ Cabdaa W\l@/\

Kyle R. Kirkland Dana D. Messina
Chairman of the Board Chief Executive Officer
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Resunirs OE ?m:o business recovered nicely from the weak demand of the first half of 2003. H,
piano sales increased 14% in the last six months of the year, _mma_mm to a $15 million increase in
sales, or 9% for 2003. Since a significant amount of the Company’s piano sales are mmbonmn& by
our German and Japanese subsidiaries, the strong Euro and Yen contributed over $10 million s
top line improvement. Unfortunately, the strength of the Yen against the dollar raised our cost f
Boston pianos, causing gross margins to slip slightly, from 34.8% ,Ao 34.2%. Business in Europe
Asia was strong in 2003, with non-U.S. operations exceeding priar year operating income by 33
Domestically, the increase in demand for Steinway pianos in the wnno:a half of 2003 left QE. w&%
York facility in. m significant backorder position at year-end.

150 Asmrviersary We increased our spending on sales and BWWQE@ as we focused a major
of our 2003 marketing efforts on Steinway 8 Sons’ 150th annivefsary. These expenditures are
of the long-term investment in our brand that is necessary to remain the piano of choice all over
the world. Steinway’s 150ch anniversary celebration generated extensive worldwide media covera
In the U.S., an/estimated 340 million consumer impressions were generated. Since last spring, ni
articles have appeared in the New York Times — most of them mSE:m on the front page. NBC's
“Today” Show w:& a ten-minute segment on Steinway & Sons and highly regarded w:vrnw ,
such as Newsday, Popular Science and Fortune also ran pieces about the company. In Germany aléne,
over 90 million impressions were generated and 300 articles mvnann& nationwide. .

To commemorate the milestone event, we introduced two limited edition Steinway piaios
the 150th >::w<mama~ Limited Edition piano, a classic Victorian m:::EE design, and the L
created by renowned international fashion designer Karl Lagerfeld, a bold, contemporary desigs,
These limited edition pianos generated great interest, giving our family of dealers many oppo

ties to promote all Steinway pianos.

Steinway Musical Instruments, Inc.







lrsmrmumionar Busmeess Our institutional business remained strong in 2003 with unit shipments
to institutions generating 18% of our U.S. piano unit shipments. Steinway pianos were placed at

Angeles. We also continued to add to our growing list of All-Steinway Schools. Internationally, we.
added the Conservatory of Esbjerg in Denmark to the roster. In the U.S., the Pacific Northwest
Ballet and School in Washington, Pittsburgh High School for the Creative & Performing Arts, Snow
College in Utah, and Texas A&M International University now distinguish themselves from other
music schools and universities with their All-Steinway School status. V

Band Operations

Resurs Overall, sales of band instruments decreased $10 million, or 6%, in 2003. Conn-Selmer’s
professional level brasswind and woodwind sales increased significantly. However, since our new
product strategy for student instruments was not introduced until the fourth quarter, we experienced
a sales decline in student level brasswind and woodwind sales ~ offsetting the increase in professional . - i
sales. Excluding Adjustments, gross margins decreased slightly, to 23.6% from 23.8%. However, by
reducing SG&A expenses by 10%, we achieved Adjusted operating income equal to that of 2002.

Provucr e Bsapassion Our goal is to provide customers with the best value at each price onr
from beginner to professional. To do so, we have expanded our student product line into three
distinct product groupings. First, we continue to offer our traditional, high-value student line, which
is made primarily at our facilities in the U.S. These instruments are our “best” instruments ~ known
for their superior design and sound. Second, we now offer a “better” mid-priced line of instruments
which competes direcely with offshore brands — offering school music dealers comparable pricing

on instruments with wide brand recognition. Some of these instruments are produced by us and

others are sourced offshore. Third, the Company is offering a lower-priced “good” line of imported
instruments. Alternatives to the products of mass merchandisers, these new products are not off-

the-shelf imports. We brought our designs and specifications to Asian suppliers and work with inde .
pendent quality control managers to ensure that our specifications are met. In all, we have thircy-two
new band instruments outsourced from Asia, backed by a comprehensive parts and warranty pro-
gram. This new product strategy for student instruments allows our network of dealers to m«omn&u&w

satisfy customers who have all levels of economic means.

Steinway Musical Instruments, Inc.







Dismrusuiion Stransey Craness In connection with our student product line expansi
recently modified our distribution strategy. With our expanded product line and our exres
portfolio, we are in the position to sell specific products into the market through multiple
channels. For example, we believe first-time buyers need assistance with instrument seles
and education. As such, we distribute our student instrauments exclusively through school
dealers. In contrast, knowledgeable players are not necessarily looking for guidance. Since
customers often know exactly what they want, we are now allowing dealers to sell our pr
level instruments through the Internet and catalogs. We believe these distribution modi
lead to increased sales for the company in 2004. o

Corme-Senmer Mexear We made significant progress merging the Company’s two band
into Conn-Selmer. We consolidated two corporate offices into one and merged many adi
functions along the way. We also consolidated and realigned the sales force. In addition
people who are dedicated to assisting school music dealers, we now have several account
dedicated solely to our multi-market dealers and their specific needs.

We also began reducing production costs through plant consolidation. During the
management re-evaluated each of the Company’s band manufacrusing facilicies. As a reg
analysis, we relocated timpani production, closed our Arizona plant, and announced dth
closure of one of our woodwind plants in Indiana. In total, we are reducing band manuf
square footage by 20%. This reduction in overhead is necessary so that we can bring our
line with recent demand levels for our U.S. manufactured products and will lead to im
margins for our band instrument business in the years ahead.

Steinway Musical Instruments, Inc.




)

4







€l Hoday [enuuy £007

FO0Z "TI 4PN
SHISHGIDSSDY “U0IS0g

411 2yPne), 2 MopQ

I PP 5 T

“a8ueyo oy
10} SIUDWIANTIS [BIDUBLLY PAIRPI[OSUOD Z(OOT PUE [((T Y2 PAIBISAI A[PAIDE0II pue
POYISW IN0-151Y “UI-1SIY Y3 03 POYISU 1NO-ISIY ‘UI-ISB] BY2 WOIJ SIII0IUIAUT UIBIIID

10y Sununodoe jo poypow sit pagueyd Luedwon) ayr ¢OO7 U ‘g 9ION] UT PISSIOSIP sy

‘G "ON SYAS 03 wiojuod 03 s1500 yuswysmuirxa 1qap pue gy oN (.SVAS,)

ﬂvuﬁ—u:mum w:muC=OUU< [EIoUBUL] u—O u:v_.CUuNum ol C.:OmCOQ o3 wv_‘_NEDﬁN.E _U:N :—3@00@

10§ Sununoooe Jo spoylaw s31 pagueyo Luedwony ay1 7OT UI ‘7 SION] UT PISSNOSIP sy

"ESLIDUIY JO $9IIG PANUN) 3 ut pardaooe Ajesousd sopdiound ununodse ypim L
-TWI0JU0d Ul €O ‘[§ 19quada(] papua pouad a1 ul s1eak 33111 31 JO OB 10§ SMOY
Ysed a1 pue suoiiesado 119y JO SINSaI oY1 PUE ‘COOT PUT ZOOT ‘1€ oquada(] Jo se
SOLIBIPISQNS PUE "OUJ ‘SIUSWNIISU] [eaIsnjy] Lesmuralg Jo uonisod ferdueuy sy3 ‘s1oadsas
[en2ew [fe ut Ajarey 3uasasd siuswisrels [erduBUY parepIjosuod yons ‘uoiuido mo uy

‘uoruido Mo 10§ siseq d[qeuOseEal € 3pIaoid SIPAE 1Mo 1Byl I3

3/ ‘uoneiuasard 1uswIeIs [BIDURUY [[EI2A0 S Sunenjead se [[pm st Quswadeueur
4q apew sarewnss juedyrudis pue pasn sajdipund Jununoooe sy Surssasse sapnput
Os[e AIPNE Uy "SIUSIUSIEIS [BIDUBUL SY) UT SAINSOPSIP pue siunowe a3 Junoddns
9DUSPIAS ‘SISBQ 1$3) B UO “‘FUTUIWIEXD SOPNIOUT IPNE UY “IUSWIILISSIUL [BITIEW JO 331]
21 SIUIWIIEIS [EIDUBULY Y ISIIYM INOGE IDULINSSE J[ELOSEIT UTRIO 01 NPNE o3
urtojiad pue ue[d am eys a1mbas sprepuess asoy | “edupRWY jo $AIVIS pAAUN) AP

ut ﬁuun—wuum \A:ﬁ‘—ucuw wﬁumﬁcmuw WC_U_—ujm ﬁ—u;\r MQCNTHOUUN ut wumﬁjm mo —UUuUS_UGOU M

*S)IPNE INO U0 Paseq s1udwanes [enueuy s uo uotuido ue ssardxa 01 st Ljiqisuodsar
mQ wewadeuew suedwory sy jo Lpiqisuodsar sy are SIUIWELIS [BIDUEUY

283Y I "€00T 1€ 12quna(] papua ponad oya ul syead 9311 24 JO OB 10] SMOY Ysed
_.-pue £1mba SI19p[OYD01s DWIODUI JO SIUIWAIRIS PAIEPI[OSUOD PAIBST Y1 PUE ‘COOT

P T o
~

= NOWI2=-pPUEZO0T ‘1€ 19qQUI203(] JO S SFUIBIPISQNS PUET U] ‘SIUSWINIISU] [EDISNJA AEMUIIG JO

ﬂ&Wu s wu:w_ma porepijosuod SutAuedwiondr sy palpne 2ABY 34\ :ON] ‘SINIWNALSN]

(@)
AH DISNJA AVANIZLG 4O SHAATOHADOLSG ANV SHO.LDIYI(] 40 AdvVOoyg dHL O],

W 110day ,s401pny Juspuadapu|

Laoffy anmaaxg Jargr)
PUD JUIPIS2U]

BUISSIIA “(] BUB(]

“S1UOUIIElS _N_UENCG Jno uo EO_C_&O

wanffo prowvut foq) puv

JUIPISIA IITA IATINIINXT] AOTUIS

UOSUEH] "N STUU9(J

e

UE 15pU3I 01 WAY] J[qEUD 01 1UBIYINS saIMpadord pue sp1odal JUNUTNOIE JO 51531

S [[2M SE [OJIUOD [EUIOIUT JO SWAISAS TNO JO MITAI] B SOPNJOUE YoIYMm ‘BOLIDWY JO $2181G
pariun Y ut pardaooe Aj[eIsuad sprepurls Sunipne Yism DUBPIOIIE UL PIAIONPUOD
UONEUIUEXS UE UO paseq st 11oda Suruedwionde 1oy I, *S1USWNEIS [BIDURUL PIEP

-I[OSU0D 21 MIpNE 01 ‘Siuerunodse Juspuadaput Y7 aypnoy x 2op(] pafedus ap

own £ue 1B 2211WWOY) PNy 2Y) 0 §SI008 321J pue

[0y 2aey 1uswddeurw [eUERUY puk siolpne Juapuadapur an() “Buniodar [epueuy
pue jo1uod [eusaur Juipredar sannp nay1 Suyny Apradoid s1e sionpne yuspuadapur
pue yusuwFeuew o ey ssasse 01 A[[edrpouad 10w 1 “s1013211(] udpuadapui

JpIsIno jo \A_D._UCD _Uva&EOU S1 81031211 (] Jo —U.—ﬂOm 211 jo DwuumEEOU Apny 24,

A1essaoou se PasIAdI pue P2IOIIUOW PIIS) St

wns4s [oxauod w:c::ouuw [euIaUl 3y | SMOY Ysed pue w:o_uﬁwm_o Jo synsas EoEmom
[e1>uBUY INO yuasaid x_t& SIUDWIDIBIS [EDUEUY 24 ITY) pue ﬁBuBoE 21e $1955E 1EY)
9IBINDDE JIE SPI0D2S [EIDUBUY IO ‘s109dso1 [BLIDIBUL [[B UI GBI DUBINSSE I|QEUOS

B3] Uﬁ_>OuQ (o) ] @wﬂwmwm—u m—OuuCOU wcmu::OUUN —NCuuqu jo wisds © ‘_u@:: aerado M\

*SROUBISWNIIND PUE SUONIPUOD JuaLnd Jo 1uawdpn( mo pue uonruuojut

J]qe[reat A[JUILIND UO PISE] SAIELLTISI IIE TBYI SIUNCIE UTEIID IPN[DOUL STUSWAEIS
253 | "EOLIPWY JO 51EIG pasiup) 3y ur paidaode Ljeiousd sopdound Sununoxoe yim
JUDISISUOD siseq & uo s1ynsa1 Junerado pue uonisod [epueuy suedwory sy 1odas
A[2IRINDOE SIUSWIAEIS D) AN 3 "1U2IU0D I 10 [qisuodsal s1 pue sa10U pue
SIUDWNEIS [edureuy payepijosuod Furuedworne syt paredaid sey wwawsSeuew o

sjuswIelg [eIdURULY J0) A1ljiqisuodsay sauswaseue,




Selected Consolidated Financial Data (in Thousands Except Share and Per Share Data)

INncoME STATEMENT Dara:

Net sales $ 257,903 $ 277848 $ 293,251 $ 304,636 $ 331,698 $ 352612 $ 332297 $ 337,220
Gross profit 84,235 93,281 98,479 100,748 101,688 103,521 97,151 92,553
Income from operations 33,124 38,249 41813 41,140 38,419 34,495 31,399 22,824
Net income 3,053 13,700 16,651 17,345 14,887 8,738 14,909 9,698
EARNINGS PER SHARE:
Basic $ 0.41 $ 1.45 $ 1.78 $ 1.88 $ 1.67 $ 0.98 $ 1.68 $ 1.09
Diluted 0.41 1.45 1.75 1.87 1.67 0.98 1.68 1.09
Adjusted Basic? $ 1.00 $ 1.45 $ 1.78 $ 1.88 $ V.77 $ 1.42 $ 1.68 $ 1.77
Adijusted Diluted? 1.00 1.45 1.75 1.87 1.77 |.42 1.68 .77
WEIGHTED AVERAGE SHARES:
Basic 7,418,580 9,426,122 9,339,896 9,213,145 8,921,091 8,928,000 8,877,256 8,924,578
Diluted 7,418,580 9,458,841 9,505,640 9,277,798 8,921,108 8,928,000 8,882,165 8,925,672
Bavance SHEET DATA (AT YEAR END):
Cash $ 3277 $ 5271 $ 12460 $ 4664 $ 4989 $ 5545 $ 19,099 $ 42283
Current assets 140,353 151,622 170,381 171,954 263,376 254,474 267,346 288,270
Total assets 265,366 266,708 283,927 309,641 419,739 409,537 423,731 445,665
Current liab 37,720 40,429 42,243 44,959 56,515 49,318 53,302 61,304
Total debt 118,391 115,457 117,028 140,080 223,410 211,203 200,636 196,602
Stockholders’ equity 67,878 75,761 91,757 98,202 111,190 115,773 131,208 152,635
OTtHeR FINANCIAL DATA:
EBITDA3/net interest expense 2.6x 3.9x 4.5x 4.1x 3.4x 3.0x 3.5x 3.9x
Capital expenditures* 5,199 5,634 6,264 5,399 7,890 7,141 5,604 5462
MaRrgins:
Gross profit 32.7% 33.6% 33.6% 33.1% 30.7% 29.4% 29.2% 27.4%
Adjusted gross profit? 32.7% 33.6% 33.6% 33.1% 30.7% 29.4% 29.2% 29.2%
EBITDA? 17.3% 18.1% 18.4% 18.0% 16.3% 14.2% 14.0% 13.7%
| Recondiliation from Cash Flows from Operating Activities to EBITDA% S ‘ ]
Cash flows from operating activities $ 5927 $ 13,835 $ 14227 $ 15372 $ 13265 $ 28877 $ 31,048 $ 31876
Changes in operating assets and liabilities 10,375 8,319 10,925 11,786 10,662 (2,265) (5.962) (9,333)
Income taxes, net of deferred tax benefit * 11,615 15,468 16,915 14,479 12,789 7,164 8344 7,299
Net interest expense 17,107 12,776 11,911 13,276 16,110 16,731 13,279 11,945
Other (504) 223) 94 (on (234) (425) (334) (329)
Non-recurring, infrequent, or unusual cash charges — — — — 1,490 — —_ 4,844
ﬁ EBITDA? $ 44520 $ 50,175 $ 54,072 $ 54822 $ 54,082 $ 50,082 $ 46,375 $ 46,302

! We acquired UMl in September 2000.

2 Adjusted financial measures exclude the following non-recurring, infrequent or unusual items:
in 1996 and 2001, costs associated with the early extinguishment of debt;
in 2000, bonuses associated with the acquisition of UMI and costs associated with a plant closure;
in 2003, payments in accordance with terms of expired labor contracts, the impact of labor strikes, lower-of-cost-or-

market adjustments to inventory resulting from plant closures, and employee severance associated with plant closures.

3 EBITDA represents earnings before net interest expense, income taxes, depreciation and amortization,
adjusted to exclude non-recurring, infrequent or unusual items. A discussion of these Adjustments can be found on
page 42. Reconciliations of these non-GAAP financial measures to GAAP are also included on page 42.

4 Capital expenditures for 1999 exclude $30.8 million for the purchase of Steinway Hall.

14 ) Steinway Musical Instruments, Inc.
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Taxes Our effective tax rates vary depending on the relative proportion of foreign to
U.S. income and the absorption of foreign tax credits in the U.S. In 2001, the costs
associated with our debrt extinguishment, which were absorbed domestically, caused an
increase in the proportion of our foreign source income, allowing us to utilize foreign
tax credits carried forward from prior years. In 2002, we were not able to utilize
foreign tax credits carried forward from prior years. However, with the overall effective
German rates on par with the U.S. rates, the shift towards income generated from the
German divisions allowed us ro betrer utilize our current moaomm: tax credits. In 2003,

we were once again able to utilize foreign tax credits carried forward from prior years

Results of Operations

FiscaL YEar 2003 CompareD 1O FiscaL Year 2002
i YD T

due to the higher proportion of our foreign source income to overall income.

The strengthening of our domestic piano and band businesses is expected to result
in less effective use of our foreign tax credits and credit carryforwards in the upcoming
year. In addition, the states in which we do business are eicher repealing legislation
that had been bencficial to tax paying businesses, or have promulgated more restrictive
tax legislation in an effort to boost tax revenues and eliminate state deficits. These
events will have a negative impact on our effective tax rate for 2004. Accordingly, we

expect our 2004 effective tax rate to approximate 40%.

NET SALES
Band $ 167,708 $ 157,460 $  (10,248) 6.1
Piano 164,589 179,760 15,171 9.2

_ Total Sales 332,297 337,220 4,923 1.5 _
COST OF SALES
Band 127,849 126,369 (1,480) (1.2)
Piano 107,297 118,298 11,001 10.3

— Total Cost of Sales 235,146 244,667 9,521 4.0 I_
GROSS PROFIT
Band 39,859 23.8% 31,091 19.7% (8,768) (22.0)
Piano 57,292 34.8% 61,462 34.2% 4,170 73

| Total Gross Profir 97,151 29.2% 92,553 27.4% (4.598) @7 |
Operating expenses 65,752 66,771 1,019 L5
Facility rationalization charges — 2,958 2,958

i Total Operating Expenses 65,752 69,729 3,977 60 !

_ Income from Operations 31,399 22,824 (8,575) (27.3) A
Other income, net (3,939) (3.517) 422 (10.7)
Net interest expense 13,279 11,945 (1,334) (10.0)

ﬁ Income Before Income Taxes 22,059 14,396 (7.663) (34.7) l‘
Income taxes 7,150 4,698 (2.452) (34.3)

_ Net Income $ 14,909 $ 9,698 $ (5.211) (35.0) 4

6 Steinway Musical Instruments, Inc.
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Results of Operations

NET SALES
Band $ 183,646 $ 167,708 $  (15938) (8.7)
Piano 168,966 164,589 (4.377) (2.6)

* Total Sales 352,612 332,297 (20,315) (5.8 _
COST OF SALES
Band 139,379 127,849 (11,530) (8.3)
Piano 109,712 107,297 (2.415) (2.2)

| Totl Cost of Sales 249,091 235,146 (13,945) 6 |
GROSS PROFT
Band 44,267 24.1% 39,859 23.8% (4,408) (10.0)
Piano 59,254 35.1% 57,292 348% (1,962) (33)

| Total Gross Profic 103,521 29.4% 97,151 29.2% (6:370) 62 |
Operating expenses 64,771 64,598 (173) (0.3)
Amortization 4,255 1,154 (3.101) (72.9)
Total Operating Expenses 69,026 65,752 (3.274) (4.7)
Income from Operations 34,495 31,399 (3,096) (9.0)
Other income, net (1,778) (3.939) (2,161) 121.5
Net interest expense 16,731 13,279 (3.452) (20.6)
Debt extinguishment costs 6,612 — (6,612)

— Income Before Income Taxes 12,930 22,059 9,129 70.6 x_
Income taxes 4,192 7,150 2,958 70.6

_ Net Income $ 8,738 $ 14,909 $ 6,171 70.6 _

OverviEw 2002 was a difficult year for our band business. We ran our factories at
lower production levels to bring output more in line with current demand as a short-
term solution for our manufacturing overcapacity. Foreign competition continued to
put pricing pressure on domestic band instrument manufacturers. Dealers continued
to have excess inventories, and were reluctant to order additional instruments unless
enticed by discounting. Lastly, state budger cuts negatively impacted band programs
in many communities, causing a reduction in our school bid business. We recognized

the need for long-term strategic changes in order to remain competitive in the industry.

We restructured the company towards year-end, combining Selmer and UMI, and
initiated the strategic planning process designed to produce fundamental changes
necessary to ensure the long-term growth of this segment of our business.

Our piano business remained relatively stable despite worldwide economic
conditions. We experienced growth in mid-priced piano market demand, which helped
stabilize sales. We reduced production levels at our New York and German factories to
manage working capital. We were able to increase domestic production mid-year and

overseas production towards year-end in response to positive sales results.

18 Steinway Musical Instruments, Inc.
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Caritar ExpenpiTures Our capital expenditures consist primarily of machinery and
equipment purchases, and office equipment upgrades and replacements, as well as
leasehold improvement projects related to our new retail stores in 2003. We expect
our capital spending in 2004 to be in the range of $5.5-6.5 million, relating to
machinery and equipment purchases, system upgrades, and facility improvements.

SeasonarLity Consistent with industry practice, we sell band instruments almost
entirely on credir utilizing the two financing programs described below. Due to these
programs, we have large working capital requirements during certain times of the year
when band instrument receivable balances reach highs of approximately $75-80 million
in August and September, and lesser requirements when they are at lows of approxi-
mately $60-65 million in January and February. The financing options, intended to
assist dealers with the seasonaliry inherent in the industry and to facilitate the rent-
to-own programs offered to students by many retailers, also allow us to match our
production and delivery schedules. The following forms of financing are offered to
qualified band instrument dealers:

a) Receivable dating: Payments on purchases made from January through August are
due in October. Payments on purchases made from September to December are

due in January. Dealers are offered discounts for early payment.

b) Note receivable financing: Qualified dealers may convert open accounts to a note
payable to us. The note program is offered in January and October and coincides
with the receivable dating program. In most instances, the note receivable is

secured by dealer inventories and receivables.

OrF BALANCE SHEET ARRANGEMENTS Prior to August 2002, we sold notes receivable
on a recourse basis to a financing company. The financing company had the option to
purchase up to $18.0 million of our notes receivable. We received proceeds from the
sale of such notes of approximately $12.7 million in 2001 and $2.6 million in 2002.
Ourstanding balances on these notes were $6.7 million as of December 31, 2001. We
have retained these notes receivable since August 2002.

Unlike many of our competitors in the piano industry, with limited exceptions, we
do not provide extended financing arrangements to our dealers. To facilitate long-term
financing requited by some dealers, we have arranged financing through third-party

providers. We generally provide no guarantees with respect to these arrangements.

Pensions AND OTHER PosTRETIREMENT BEnEFITS During 2003, we amended one
of our plans to climinate future years of service credit under the plan and combined
all of our domestic penston plans into one plan to facilitate plan monitoring and plan
investment management. When determining the amounts to be recognized in the
consolidated financial statements related to our domestic pension and other post

retirement benefits, we used a long-term rate of return on plan assets of 9%, which

was developed with input from our actuaries and our investment committee, and is
consistent with previous rates we have used. We believe that 9% is representative of
the long-term rate of return that we may expect from our domestic pension assets.
The discount rare urilized for determining future pension obligations for our domestic
plans is based on long-term bonds receiving an AA- or better rating by a recognized
rating agency. The resulting discount rate decreased from 6.75% to 6.50% at
December 31, 2003.

The discount rates and rates of returns on plan assets for our foreign pension and
other postretirement benefit plans were similarly developed utilizing long-term rates

of return and discount rates reasonably expected to occur.

BorrROWING ACTIVITIES AND AVAILABILITY Our real estate term loan, acquisition
term loan, and domestic, seasonal borrowing requirements are accommodated
through a committed credit facility with a syndicate of domestic lenders (the “Credit
Facility”). The Credit Facility, which was amended and restated to accommodate the
$150.0 million bond offering completed on April 19, 2001, provides us with a
potential borrowing capacity of $85.0 million in revolving credit loans, and expires
on September 14, 2008. Borrowings are collateralized by our domestic accounts
receivable, inventory, and fixed assets. As of December 31, 2003, there were no
revolving credit loans outstanding and availability based on eligible accounts
receivable and inventory balances was approximately $82.0 million, net of letters of
credit. The real estate term loan is payable in monthly installments of $0.2 million
and includes interest at average 30-day LIBOR (1.12% at December 31, 2003) plus
1.5%. This term loan is secured by all of our interests in the Steinway Hall property.
The acquisition term loan is repayable in monthly installments of $0.4 million for the
first five years and monthly installments of $0.6 million in years six through eight.
The acquisition term loan and revolving credit loans bear interest at average 30-day
LIBOR plus 1.75%. All of our borrowings under the Credit Facility are secured by a
first lien on our domestic inventory, receivables, and fixed assets. Open account Joans
with foreign banks also provide for borrowings of up to €17.6 million ($22.1 million
at December 31, 2003) by Steinway’s foreign subsidiaries.

On April 19, 2001, we completed a $150.0 million 8.75% Senior Note offering.
"The proceeds of this offering were used to redeem $110.0 million of previously out-
standing Senior Subordinated Notes, with the balance used to pay down the Credit
Facility. The early retirement of the Senior Subordinated Notes, which were redeemed
on June 1, 2001 at 102.75% of the principal amount, generated a debt extinguishment
charge of approximately $6.6 million, and a related tax benefit of $2.7 million. On
December 18, 2002 we repurchased $4.7 million of our Senior Notes at 99.25%.

At December 31, 2003, our total outstanding indebtedness amounted to $196.6
million, consisting of $145.3 million of 8.75% Senior Notes, $18.2 million on the

20 Steinway Musical Instruments, Inc.
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Critical Accounting Policies

The nature of our business — the production and sale of musical instruments — is
such that it rarely involves application of highly complex or subjective accounting
principles. The accounting policies that are subject to significant management
estimates are those normally found in traditional businesses and include inventory
reserves, accounts receivable reserves, reserves on notes reccivable (including recourse
reserves when notes had been sold to third parties), and warranty reserves. We

have significant experience and data on which to base these estimates. Historical
information is adjusted for specific uncertainties, such as new product introductons,
and contemporaneous information, such as price fluctuarions. We regularly perform
assessments of the underlying assumptions and believe that they provide a reasonable

basis for the estimates contained in our financial statements.

New Accounting Pronouncements

In April 2003, the Financial Accounting Standards Board (“FASB”) issued SFAS

No. 149, “Amendment of Statement 133 on Derivative Instruments and Hedging
Activities.” SFAS No. 149 amends SFAS No. 133 to conform and incorporate
derivative implementation issues and subsequently issued accounting guidance. SFAS
No. 149 clarifies under whart circumstances a contract with an initial net investment
meets the characteristic of a derivative, and clarifies when a derivative contains a
financing component that warrants special reporting in the statement of cash flows.
SFAS No. 149 also amends other existing pronouncements, resulting in more consistent
reporting of contracts that are derivatives in their entirety or that contain embedded
derivatives that warrant special accounting. The adoption of SFAS No. 149 did not
have a material effect on our financial position, results of operations or cash flows.

In May 2003, the FASB issued SFAS No. 150, “Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity.” SFAS No. 150
establishes standards for how an issuer classifies and measures certain freestanding
financial instruments with characteristics of both liabilities and equity. The adoption
of SFAS No. 150 did not have a material effect on our financial position, results of
operations or cash flows.

In December 2003, the FASB revised SFAS No. 132, “Employers” Disclosures
about Pensions and Other Postretirement Benefits.” SFAS No. 132 requires additional
disclosure about the assets, obligations, cash flows, and net periodic bencfit cost of
defined benefit pension plans and other defined benefit postretitetiient plans. This

statement also requires disclosure about the types of plan assets, investment strategy,
measurement dates, plan obligations, and cash flows. SFAS No. 132 is effective for
fiscal years ending after December 15, 2003. Interim period disclosures required by
this staternent are effective for periods beginning after December 15, 2003. Disclosure
of information abour foreign plans required by this statement is effective for fiscal
years ending after June 15, 2004.

Quantitative and Qualitative Disclosures About Market Risk

We are subject to market risk associated with changes in foreign currency exchange
rates and interest rates. We mitigate our foreign currency exchange rate risk by holding
forward foreign currency contracts. These contracts are used as a hedge against
intercompany transactions and are not used for trading or speculative purposes. The
fair value of the forward foreign currency exchange contracts is sensitive to changes in
foreign currency exchange rates. As of December 31, 2003, a 10% negative change

in foreign currency exchange rates from market rates would decrease the fair value of
the contracts by approximately $0.3 million. Gains and losses on the foreign currency
exchange contracts are defined as the difference berween the contract rate at its
inception date and the current exchange rate. However, we would offset any such
gains and losses by corresponding losses and gains, respectively, on the related hedged
asset or liability.

Our interest rate exposure is limited primarily to interest rate changes on our
variable rate debt. The Credit Facility and term loans bear interest at rates that fluctuate
with changes in LIBOR. For the year ended December 31, 2003, a hypothetical 10%
increase in interest rates would have increased our interest expense by approximately
$0.1 million. We use interest rate caps to manage intcrest rate risk on foreign debr.
The carrying value of the caps is not material and a 10% change in interest rates
would not have a material effect on the fair value of the caps.

Our long-term debrt includes $145.3 million of Senior Notes with a fixed interest
rate. Accordingly, there would be no immediate impact on our interest expense associated
with these Notes due to fluctuations in market interest rates. However, based on a
hypothetical 10% immediate decrease in market interest rates, the fair value of our
Senior Notes, which would be sensitive to such interest rate changes, would be
increased by approximately $0.6 million as of December 31, 2003. Such fair value

changes may affect our determination whether to retain, replace or retire these Notes.

22 Steinway Musical Instruments, Inc.
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Consolidated Balance Sheets (n Thousands Except Share and Per Share Data)

ASSETS
Current assets:
Cash $ 19,099 $ 42,283
Accounts, notes and leases receivable, net of allowance for bad debts of $11,389 and $9,944 in 2002 and 2003, respectively 77421 76,403
Inventories 155,843 152,029
Prepaid expenses and other current assets 5227 4,533
Deferred tax assets 9,756 13,022
| Total Current Assets 267,346 288,270
Property, plant and equipment, net 102,567 98,937
Trademarks 9,651 10,319
Good 29,539 31,665
Other intangibles, net 6,936 5,782
Other assets 7,692 10,692
Total Assets $ 423731 $ 445665 |
LiaBiLiTiES AND STOCKHOLDERS™ EQUITY
Current liabilities:
Current portion of Jong-term debt $ 8,055 $ 10638
Accounts payable 9,888 11,554
35,359 39,112
53302 61304 |
Long-term debt 192,581 185,964
Deferred tax liabilities 22,709 25,565
Other non-current liabilities 23,931 20,197
© Total Liabilities 292,523 293030 |
Commitments and contingent liabilities
Stockholders’ equity:
Class A common stock, $.001 par value, 5,000,000 shares authorized, 477,952 shares issued and outstanding — —
Ordinary common stock, $.001 par value, 90,000,000 shares authorized, 8,428,286 and 8,521,392 shares outstanding in 2002 and 2003, respectively 9 10
Additional paid-in capital 73,172 74,626
Retained earnings 87,022 96,720
Accumulated other comprehensive loss (13,142) (2.868)
Treasury stock, at cost (774,000 shares of Ordinary common stock) (15,853) (15.853)
Total Stockholders’ Equity 131,208 152,635
Total Liabilities and Stockholders’ Equity $ 423,731 $ 445,665

lid

See notes to ¢ ed financial s,
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Consolidated Statements of Stockholders’ Equity (InThousands Except Share Data)

i

$ 63375 $  (9.966)

Balance, January 1,2001 $ 9 $ 71,724

COMPREHENSIVE INCOME:

Net income 8,738 8,738
Foreign currency translation adjustment (1,852)
Additional minimum pension liability, net (851)
Unrealized loss on certain long-term investments, net 5)

v. Total Comprehensive Income 6,030 J
Issuance of 29,549 shares of common stock 454 454
Purchase of | 14,600 shares of common stock (1,901) (1,901)

_ Balance, December 31, 2001 9 72,178 72,113 (12,674) (15,853) 115,773 L
COMPREHENSIVE INCOME:

Net.income 14,909 14,909
Foreign currency translation adjustment 5,589 ) 5,589
Additional minimum pension liability, net (5,986) (5,986)
Unrealized loss on certain long-term investments, net @1 71

_ Total Comprehensive Income 14,441 __
Issuance of 59,789 shares of common stock 994 994

h Balance, December 31, 2002 9 73,172 87,022 (13,142) (15,853) 131,208
COMPREHENSIVE INCOME:

Net income 9,698 9,698
Foreign currency translation adjustment 7,334 7,334
Additional minimum pension liability, net 2,820 2,820
Unrealized gain on certain long-term investments, net 120 120

— Total Comprehensive Income 19,972 _
Issuance of 93,109 shares of common stock | 1,454 1,455

_ Balance, December 31, 2003 $ 10 $ 74,626 $ 96,720 $ (2.868) $ (15853) $ 152,635 _

See notes to consolidated financial statements.
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GoopwiLL, TRADEMARKS AND OTHER INTANGIBLE AsseTs Intangible assets other
than goodwill and trademarks are amortized on a straight-line basis over their estimated
useful lives. Deferred financing costs are amortized over the repayment periods of

the underlying debrt. This approximates the effective interest method. Prior to 2002,
goodwill was amortized on a straight-line basis over 40 years, and trademarks acquired
were recorded at appraised value and amortized on a straight-line basis over 10 years.
We ceased to record amortization expense on our goodwill and trademark assets on
January 1, 2002. We test our goodwill and trademark assets for impairment annually
or on an interim basis if events or circumstances indicate that the fair value of an asset
has decreased below its carrying value. Should an impairment be present, the affected
asset would be written down to its fair value. At January 1, 2002, July 27, 2002, and
July 26, 2003 we evaluated our goodwill and trademark assets and determined that
the fair value had nor decreased below the carrying value and, accordingly, we have

made no impairment adjustments.

ApverTisiNG Advertising costs are expensed as incurred. Advertising expense was
$8.3 million for the year ended December 31, 2001, $6.7 million for the year ended
December 31, 2002, and $7.7 million for the year ended December 31, 2003.

IncoME Taxes We provide for income taxes using an asset and liability approach. We
compute deferred income tax assets and liabilities annually for differences between the
financial statement and tax bases of assets and liabilities that will result in taxable or
deductible amounts in the future based on enacted tax laws and rates applicable to the
periods in which the differences are expected to affect taxable income. We establish
valuation allowances when necessary to reduce deferred tax assets to the amount
expected to be realized. Income taxes is the tax payable or refundable for the period
plus or minus the change in deferred tax assets and liabilities during the period.

ForeigN CURRENCY TRANSLATION We translate assets and liabilities of non-U.S.
operations into U.S. dollars at year-end rates, and revenues and expenses at average rates
of exchange prevailing during the year. We report the resulting translation adjustments
as a separate component of comprehensive income. We recognize foreign curtency

transaction gains and losses in the consolidated statements of income as incurred.

Forercn Currency ExcHanGe Conrtracts We enter into foreign currency
exchange contracts as a hedge against risks inherent in foreign currency transactions.
These contracts are not used for trading or speculative purposes. Gains and losses arising
from Auctuarions in exchange rates are recognized at the end of each reporting period.
Such gains and losses offset the foreign currency exchange gains or losses associated
with the hedged receivable or payable. We have credit risk to the extent the
counterparties are unable to fulfil] their obligations on the foreign currency exchange
contracts. However, we enter into these contracts with reputable institutions and

believe we have no significant credit risk.

Stock-Basenp COMPENSATION We have an employee stock purchase plan (“Purchase
Plan”) and a stock option plan (“Stock Plan”), which are described more fully in

Note 12. As permitted under accounting principles generally accepted in the United
States of America, we have elected to continue to follow the intrinsic value method in
accounting for our stock-based employee compensation arrangement.

Under the intrinsic value method, compensation associated with stock awards
to employees is determined as the difference, if any, between the fair value of the
underlying common stock on the date compensation is measured and the price an
employee must pay to exercise the award. Under the fair value method, the impact of
which is disclosed below, compensation associated with stock awards to employees is
determined based on the estimated fair value of the award itself, measured using either
current market data or an established option pricing model. The measurement date
for employee awards for both the intrinsic and fair value methods is generally the date
of grant. Under the intrinsic value method, we did not recognize any stock-based
compensation expense during 2001, 2002, or 2003.

The following table illustrates the effect on net income and earnings per share if

we had applied the fair value method to measure stock-based employee compensation.

Net income, as reported

Deduct: Total stock-based employee compensation
expense determined under fair-value method
for all awards, net of related tax effects (715) (613) (836)

$ 8023 $ (4296 $ 8862 4

$ 8738 $14909 $ 9698

ﬁ Pro Forma Net Income

EARNINGS PER SHARE:

As Reported Basic and Diluted $ 098 ¢ 168 $ 1.09

Pro Forma Basic and Diluted $ 090 $ 161 %3 099

The fair value of options on their grant date, including the valuation of the option
feature implicit in our Purchase Plan, was measured using the Black-Scholes option-

pricing model. Key assumptions used to apply this pricing model are as follows:

Weighted-average interest rate 3.57% 3.48% 3.10%
Range of expected life of option grants (in years) ltoé | to 6 1toé
Expected volatility of underlying stock 25.5% 25.6% 27.0%

The weighted-average fair value of options on their grant dace is as follows:

mﬁOnrm._w: M |Mm.~www.~$
Option feature in Purchase Plan $ 448 $ 478 § 4.09

28 Steinway Musical Instruments, Inc.
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NEew AccounTiNG PrRONOUNCEMENTS In April 2003, the Financial Accounting
Standards Board (“FASB”) issued Statement of Financial Accounting Standard
(“SFAS”) No. 149, “Amendment of Statement 133 on Derivarive Instruments and
Hedging Activities.” SFAS No. 149 amends SFAS No. 133 to conform and incorporate
derivative implementation issues and subsequently issued accounting guidance. SFAS
No. 149 clarifies under whart circumstances a contract with an initial net investment
meets the characteristic of a derivative, and clarifies when a derivative contains a
financing component that warrants special reporting in the statement of cash flows.
SFAS No. 149 also amends other existing pronouncements, resulting in more consis-
tent reporting of contracts that are derivatives in their endrety or that contain embed-
ded derivatives that warrant special accounting. The adoption of SFAS No. 149 did not
have a material effect on our financial position, results of operations or cash flows.

In May 2003 the FASB issued SFAS No. 150, “Accounting for Certain Financial
Instruments with Characteristics of both Liabilities and Equity.” SFAS No. 150
establishes standards for how an issuer classifies and measures certain freestanding
financial instruments with characteristics of both liabilities and equity. The adoption
of SFAS No. 150 did not have a material effect on our financial position, results of
operations or cash flows.

In December 2003, the FASB revised SFAS No. 132, “Employers’ Disclosures
about Pensions and Other Postretirement Benefits.” SFAS No. 132 requires additional
disclosure about the assets, obligations, cash flows, and net periodic benefic cost of
defined benefit pension plans and other defined benefit postretitement plans. This
statement also requires disclosure about the types of plan assets, investment strategy,
measurement dates, plan obligations, and cash flows. SFAS No. 132 is effective for
fiscal years ending after December 15, 2003. Interim petiod disclosures required by
this statement are effective for periods beginning after December 15, 2003. Disclosure
of information about foreign plans required by this statement is effective for fiscal
years ending after June 15, 2004. The required disclosures are included in Note 15.

RecrassiFicaTions Certain prior year amounts have been reclassified to conform to

the current year T—.Qmm:ﬂ:mOD.

Note 3

Inventories

- L —— .

l,.._umnmavm..lw._ﬂ,_.i!w.,rww.,

72002

Raw materials $ 21,568 $ 21,268
Work in process 56,019 50,620
Finished goods 78,256 80,141
Total Inventory $ 155843 $ 152,029 L

Note 4

Property, Plant and Equipment, Net

Land $ 18902 $ 19718
Buildings and improvements 66,002 65,285
Leasehold improvements 2,349 3,613
Machinery, equipment and tooling 47,229 48,290
Office furniture and fixtures 8,702 11,294
Concert and artist and rental pianos 12,811 13,877
Construction in progress 1,723 812
_ Gross Property, Plant and Equipment 157,718 162,889 H_
Less accumulated depreciation
and amortization 55,151 63,952
_ Property, Plant and Equipment, Net $ 102,567 $ 98937 g

We recognized impairment charges for certain land, building, and equipment asscts of
the band segment as a result of our facility rationalization project, which is discussed

more fully in Note 8.

Note 5

Goodwill and Other Intangible Assets

m cmn,o.svo_. w__

AMORTIZED INTANGIBLE ASSETS:

Gross deferred financing costs $ 10,751 $ 9,293
Accumulated amortization (3.951) (3,596)

ﬁ Deferred Financing Costs, Net $ 6,800 $ 5,697 1_
Gross covenants not to compete $ 750 $ 250
Accumulated amortization (614) (165)

ﬁ Covenants Not to Compete, Net $ 136 % 85 H_

UNAMORTIZED INTANGIBLE ASSETS:
Gross goodwill $ 35,841 $ 38,366
Accumulated amortization (6,302) (6,701)
Goodwill, Net $ 29,539 $31665 |
Gross trademarks $ 23,176 $ 25,059
Accumulated amortization (13,525) (14,740)

4\ Trademarks, Net $ 9,651 $ 10,319 H_

30 Steinway Musical Instruments, Inc.
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The accrued warranty expense activity for the years ended December 31, 2001, 2002
and 2003 is as follows:

Beginning balance $ 2355 $ 2,221 § 2357
Additions 932 950 1,361

Claims and reversals (1,022) (966) (1.314)
Foreign exchange impact (44) 152 198

_ Ending Balance $ 2221 $ 2357 $ 2,602 _

Note 8

Facility Rationalization Charges — Band Segment

We closed our woodwind manufacturing facility in Nogales, Arizona and eliminated
approximately 90 positions in November 2003. As a result of this closing, we recorded
charges of $0.6 million in severance expenses and $1.0 million in inventory write-
down charges as components of cost of goods sold. We also recorded $2.1 million in
impairment charges as a component of operating expenses.

On October 3, 2003 we announced thar we will be closing one of our woodwind
manufacturing facilities in Elkhart, Indiana and transferring that plant’s production to
other company-owned facilities. This closure will impact approximately 100 employees
and we expect to complete this project in the second quarter of 2004. As a result of
this imminent closure, we recorded charges of $1.1 million in severance expenses and
$0.2 million of inventory write-down charges as components of cost of goods sold.
We also recorded $0.9 million in related impairment charges. We anticipate incurring
an additional $1.1 million in severance expenses in 2004, which will negatively
impact our first and second quarter results.

Once completed, we expect to have incurred $2.8 million in severance expenses,
$1.2 million in inventory write-down charges, and $3.0 million in asset impairment
charges as a result of this facility rationalization project.

The accrued severance liability activity assoctated with the band segment’s facility

rationalization project for the year ended December 31, 2003 is as follows:

Beginning balance $ —
Additions charged to cost of sales 1,683
Payments (525)
Accrued Severance Liability $ 1,158 _

The impairment charges were reported as a separate component of operating expenses
labeled “facility rationalization charges” and relate to buildings, land, and equipment
affected by the plant closures. The impairment costs associated with the land and

buildings werc calculated based on the excess of the carrying value over net tealizable
value for such assets. The equipment impairment charges were based on our ability
to utilize the equipment at other facilities, or until the rationalization project is com-

plete, with remaining useful lives and associated depreciation adjusted accordingly.

The components of the $3.0 million in aggregate impairment charges are as follows:

Equipment

ﬁ Aggregate impairment Charges $ 2,958 _

Note ©

Other Income, Net

West 57th Building income $ (4.653) $ (4.653) $ (4.653)

West 57th Building expenses 3,254 3,254 3,254
Foreign exchange (gain) loss, net 791 (691) (815)
Miscellaneous, net 1,170y~ (1,849)  (1,303)

a Total Other Income, Net $ (1,778) $ (3,939) $ (3,517)

Note 10

Income Taxes

The components of the provision for income taxes are as follows:

U.S. FEDERAL:
Current $ 1811 $ 389 $ 2300
Deferred (2.086) 7 2,117)

U.S. StaTE AND LocAr:

Current 674 829 729

Deferred (45) 76 (177)

ForeiGnN:

Current 4,679 3,619 4270

Deferred 841y (1,277) (307)
_‘ Income Taxes $ 4192 % 7,150 $ 4,698

32 Steinway Musical Instruments, Inc.
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receivable, inventory and fixed assets. As of December 31, 2003, there were no revolving
credit loans outstanding, and availability based on eligible accounts reccivable and
inventory balances was approximately $82.0 million, net of letters of credit. The real
estate term loan ($18.2 million at December 31, 2003) is payable in monthly installments
of $0.2 million and includes intetest at average 30-day LIBOR (1.12% at December 31,
2003) plus 1.5%. This term loan is secured by all of our interests in the Steinway Hall
property. The acquisition term loan ($29.0 million at December 31, 2003) is repayable in
monthly installments of $0.4 million for the first five years and monthly installments of
$0.6 million in years six through eight. The acquisition term loan and revolving credit
loans under the Credit Facility bear interest at average 30-day LIBOR plus 1.75%.

On April 19, 2001, we completed a $150.0 million 8.75% Senior Note offering.
The proceeds of this offering were used to redeem $110.0 million of previously out-
standing Senior Subordinated Notes, with the balance used to pay down the Credit
Facility. The early retirement of the Senior Subordinated Notes, which were redeemed
on June 1, 2001 at 102.75% of the principal amount, generated a debt extinguishment
charge of approximarely $6.6 million, and a related tax benefic of $2.7 million. On
December 18, 2002 we repurchased $4.7 million of our Senior Notes ar 99.25%.

The open account loans provide for borrowings by foreign subsidiaries of up to
€17.6 million ($22.1 million at the December 31, 2003 exchange rate) payable on
demand. A portion of the open account loan can be converted into a maximum of
£0.5 million ($0.9 million at the December 31, 2003 exchange rate) for use by our
UK branch and ¥600 million ($5.6 million at the December 31, 2003 exchange rate)
for use by our Japanese subsidiary. Demand borrowings bear interest at rates of 6.70 —
7.10% for the Euro loans and 1.265% for Japanese yen loans. We have purchased two
interest rate caps on a portion of those loans. One cap limits the base interest rate to
5% on €1.5 million ($1.9 million at the December 31, 2003 exchange rate) declining
to €0.5 million ($0.6 million at the December 31, 2003 exchange rate) in 2004. The
other cap limits the base interest rate to 6.25% on €1.5 million ($1.9 million at the
December 31, 2003 exchange rate) and expires in 2005. The unrealized gains or losses
and carrying value of the caps are not material in any period presented.

All of the our debrt agreements contain certain financial and non-financial

covenants which, among other things, require the maintenance of certain financial
ratios and net worth, place certain limitations on additional borrowings and capital
expenditures, prohibit the payment of cash dividends, and require periodic report
submissions to the lending institution or trustee. We were in compliance with all such

covenants as of December 31, 2003.

Note 12

Stockholders’ Equity and Stock Arrangements

Our common stock is comprised of two classes: Class A and Ordinary. With the
exception of disparate voting power, both classes are substantially identical. Each share
of Class A common stock entidles the holder to 98 votes. Holders of Ordinary common
stock are entitled to one vote per share. Class A common stock shall automatically
convert to Ordinary common stock if, at any time, the Class A common stock is not
owned by an original Class A holder. The Chairman and Chief Executive Officer own
100% of the Class A common shares, representing approximately 85% of the combined

voting power of the Class A common stock and Ordinary common stock.

EmprLOYEE STOCK PURCHASE PLAN We have an employee stock purchase plan under
which substantially all employees may purchase Ordinary common stock through payroll
deductions at a purchase price equal to 85% of the lower of the fair market values as of
the beginning or end of cach twelve-month offering period. Stock purchases under the
Purchase Plan are limited to 5% of an employee’s annual base earnings. Shares issued
under the Purchase Plan were 29,549 during 2001, 37,389 during 2002, and 35,209
during 2003. Of the 500,000 shares originally reserved for issuance under the Purchase
Plan, 276,590 shares remain available for future issuance as of December 31, 2003.

Stock PraN The 1996 stock plan, as amended, provides for the granting of
1,500,000 stock options (including incentive stock options and non-qualified stock
options), stock appreciation rights and other stock awards to certain key employees,
consultants and advisors. As of December 31, 2003, Ordinary common stock reserved
for issuance under the Stock Plan was 1,373,000 shares.

The following table sets forth information regarding both the Purchase Plan and the Stock Plan:

Outstanding at beginning of year 632,398 $ 19.09 628,262 $ 19.07 1,112,447 $ 19.07
Granted 31,813 15.30 561,174 18.80 250,909 21.16
Exercised (29,549) 15.38 (59.789) 16.63 (93,109) 17.26
Canceled, forfeited or expired (6.,400) 19.00 (17,200) 19.01 (115,500) 19.06

7r Outstanding at End of Year 628,262 $ 19.07 1,112,447 $ 19.07 1,154,747 $ 1963 Q
Exercisable at End of Year 502,300 $ 19.17 507,400 $ 19.21 525,100 $ 19.19

34 Steinway Musical Instruments, Inc.
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We operate other manufacturing facilities that were previously owned by Philips
Electronics North America Corporation (“Philips”). Philips agreed to indemnify us for
any and all losses, damages, liabiliries and claims relating to environmental marters
resulting from certain activities of Philips occurring prior to December 29, 1988 (the
“Environmenteal Indemnity Agreement”). Philips has fully performed its obligations
under the Environmental Indemnity Agreement, which terminates on December 29,
2008. Four matters covered by the Environmental Indemnity Agreement are currently
pending. Philips has entered into Consent Orders with the Environmental Protection
Agency (“EPA”) for one site and the North Carolina Department of Environment,
Health and Natural Resources for a second site, whereby Philips has agreed to pay
required response costs. On October 22, 1998, we were joined as defendant in an
action involving a site formerly occupied by a business we acquired in Illinois. Philips
‘has accepted the defense of this action pursuant to the terms of the Environmental
Indemnity Agreernent. For the fourth site, the EPA has notified us it intends to carry
out the final remediation itself. The EPA estimates that this remedy has a present
net cost of approximately $14.5 million. The EPA has named over 40 persons or
entities as potentially responsible parties at this site, which includes certain facilities
that we acquired in 2000. This matter has been tendered to Philips pursuant to the
Environmental Indemnity Agreement for those facilities that were acquired from
Philips. Our potential liability at any of these sites is affected by several factors including,
but not limited to, the method of remediation, our portion of the materials in the
site relative to the other named parties, the number of parties participating, and
the financial capabilities of the other potentially responsible parties once the relative
share has been determined. No assurance can be given, however, that additional
environmental issues will not require additional, currently unanticipared investigation,
assessment or remediation expenditures or that Philips will make payments that it is
obligated to make under the Environmental Indemnity Agreement.

We are also continuing an existing environmental remediation program at a facility
acquired in 2000. We currently estimate that this project will take eighteen years to
complete, at a total cost of approximately $1.2 million. We have accrued approximarely
$0.8 million for the estimated remaining cost of this remediation program, which
represents the present value of the total estimated cost using a discount rate of 5.0%.

A summary of expected payments associated with this project is as follows:

2004 $ 207
2005 8l
2006 8l
2007 81
2008 56
Thereafter 673

Total Expected Environmental Payments

Note (4

Foreign Currency Exchange Contracts

Our German divisions, whose functional currency is the Euro, secure options and
forwards contracts for Japanese yen and British pounds solely to manage currency
fluctuations. At December 31, 2002, these divisions had forward contracts to sell
£2.3 million. These instruments had various maturity dates through March 2004.
At December 31, 2003, these divisions have options and forward contracts o sell
£1.8 million. These instruments have various maturity dates through December 2004.

Note 15

Retirement Plans

We have defined benefit pension plans covering the majority of our employees, includ-
ing certain employees in foreign countries. Certain of our domestic hourly employees
are covered by multi-employer defined benefit pension plans to which we make
contributions. These contributions totaled $1.1million in 2001, $1.0 million in 2002,
and $1.0 million in 2003. The cortesponding pension plan assets and liabilities
belong to third parties and, accordingly, are not reflected in this Note. Our plan assets
are invested primarily in common stocks and fixed income securities. We make
contributions generally at least equal to the minimum amounts required by federal
laws and regulations. Foreign plans are funded in accordance with the requirements
of regulatory bodies governing each plan.

Effective December 31, 2002 we amended the Selmer Salaried Pension Plan
(the “Selmer Plan”) to eliminate further years of service credit. All distributions upon
termination of employment will continue in the normal course under the Selmer
Plan. Due to the amendment, no new participants have been added to the Selmer
Plan after December 31, 2002. The amendment resulted in a curtailment loss of less
than $0.1 million.

Effective December 31, 2003 we amended the Steinway Salaried Pension Plan
(the “Steinway Plan”) to eliminate future years of service credit under the Steinway
Plan. All distributions upon termination of employment will continue in the normal
course under the Steinway Plan. Since the Steinway Plan is based on years of service
and is not impacred by salary increases, no curtailment gain or loss resulted from
the amendment.

In December 2003 we combined all of our domestic pension plans into one plan,
“The Steinway Musical Pension Plan,” to facilitate plan monitoring and plan investment
management. We intend to establish a master trust for this combined plan in 2004.
We will continue to evaluate this plan’s funded starus and make any required minimum
contributions annually.
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The weighted-average assumptions used to determine our net periodic benefit cost for the years ended December 31 are as follows:

Discount rate 7.50%
Expected return on assets 9.00
Rate of compensation increase 4.00

The components of net pension expense for the years ended December 31 are as follows:

[DomestidRlans; Eoreignibians
2002
7.50% 6.75% 5.75,6.50%  550,5.70%  5.50,5.60%
9.00 9.00 6.75 6.75 6.75
4.00 nfa - 2.50,4.50 2.50, 4.00 2.50, 4.40

The following table sets forth the funded status of our postretirtement benefit

plans and accrued postretirement benefit cost reflected in our consolidated balance sheets:

Domestic Plans 2001 2002
] December 31,
Service cost $ 1,284 % 1,354 $ 804 ,
Interest cost 2,342 2,508 2,564 CHANGE IN BeNEFIT OBLIGATION:
Expected return on plan assets (2.897)  (3,170)  (2,539) Benefit obligation, beginning of year $ 1,770 $ 2014
Amortization of prior service cost 407 410 585 Service cost 60 70
Recognized actuarial (gain) loss (142) 5 540 Interest cost 129 139
On:mw. - — 237 Plan participants’ contributions 45 49
Curtailment loss — 10 — Actuarial loss 124 145
_H Net Pension Expense $ 994 % 1117 $ 219 g Benefits paid (114) (150)
| Benefit Obligation, End of Year $ 2014 $ 2267 |
Foreign Plans -
AN Fair value of plan assets — —
Service cost $ 534 $ 574 $ 629 ‘ _ Funded Status o @Oy 2e7) %
Interest cost 930 1,054 1,100
Actuarial adjustment — — 5 Unrecognized net actuarial loss 335 463
Expected return on plan assets (177) (145) (194) Unrecognized prior service cost 503 457
ﬁ Net Pension Expense $ 1287 $ 1,483 $ 1,540 g | Accrued Postretirement Benefit Cost $ (1,176) $ ACAJM

The projected benefit obligation, accumulated benefit obligation, and fair value of
plan assets for pension plans with accumulated benefit obligations in excess of plan

assets were as follows:

Projected benefit obligation $ 58,098 $ 68,013
Accumulated benefit obligation 55,945 65,863
Fair value of plan assets 30,692 46,141

The accumulated benefit obligation for our domestic pension plans was $38.9 million
in 2002 and $44.0 million in 2003.

We provide postretirement health care and life insurance benefits to eligible hourly
retirees and their dependents. The health care plan is contributory, with retiree contribu-
tions adjusted every three years as part of a union contract. The plans are unfunded and
we pay part of the health care premium and the full amount of the life insurance cost.

The assumed weighted-average discount rate used to determine benefit obligations

as of December 31 was 7.50% in 2001, 6.75% in 2002, and 6.50% in 2003. The
assumed weighted-average discount rate used to determine our net postretirement
benefit cost as of December 31 was 7.75% in 2001, 7.50% in 2002, and 6.75% in
2003. The annual assumed rate of increase in the per capita cost of covered health
care benefits is 7.0% in 2003 and is assumed to decrease gradually to 5.50% in 2006,
and remain at that level thereafter,

Net postretirement benefit costs are as follows:

Service cost $ 57 % 60 $ 70
Interest cost 124 129 139
Net loss recogn | -— —
Amortization of transition obligation 45 48 62

Net Postretirement Benefit Cost $ 27§ 237 $ 271 4
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Note 16

Fair Values of Financial Instruments

Estimated fair values of financial instruments have been developed using appropriate
methodologies; however, considerable judgment is required to develop these estimates.
Accordingly, the estimates presented below are not necessarily indicative of amounts
that could be realized in a current market exchange. Use of different assumptions or
methodologies could have a significant effect on these estimates. The net carrying value

and estimated fair value of our financial instruments are as follows:

FINANCIAL LIABILITIES:
Long-term debt $ 200636 $ 201,087 $ 196602 $ 209,000
Foreign currency contracts — (106) — (78)

The estimated fair value of existing long-term debr is based on rates currently available
to us for debt with similar terms and remaining maturities.

The estimated fair value of foreign currency contracts (used for hedging purposes)
has been determined as the difference berween the current spot rate and the contract
rate, multiplied by the notional amount of the contract, or upon the estimated fair
value of purchased option contracts.

The carrying amounts of cash, marketable equity securities, accounts payable,
and accounts, notes and leases receivable approximate fair value because of the short
maturity of these instruments.

Invesrments in marketable equity securities are nmﬁnmo:N& as trading,
available-for-sale, or held-to-marurity. On December 31, 2002 and 2003, we had only
available-for-sale securities, which are stated ac fair value, with unrealized gains and
losses, net of deferred taxes, reported in stockholders’ equity. Included in accumulated
other comprehensive loss were unrealized net losses of $0.1 million at December 31,
2002 and unrealized net gains of $0.1 million at December 31, 2003. Gross unrealized

gains and losses on these investments were as follows:

Gross unrealized gains $ 87 $ 26
Gross unrealized losses (208) (25)
| Net unrealized gain (loss) $ (121) I

Our marketable equity securities pertain to the SERP and are included as a component
of other assets (see Notes 6 and 15).

The cost and fair value amounts of these securities are as follows:

Cost $ 486 $ 688
Fair value 360 760
Note |7

Quarterly Financial Data (Unaudited)
The following is a summary of unaudited results of operations (in thousands except
share and per share data) for the years ended December 31, 2002 and 2003.

2002
Net sales $ 88,059 $ 78,349 $ 75320 $ 90,569
Gross profit 25,363 24,385 21,301 26,102
Net income 3,683 4,084 2,191 4,951
Basic income per share $ 042 $ 046 $ 025 § 056
Diluted income per share $ 042 $ 046 $ 025 $ 0.56
Weighted average shares:
Basic 8847372 8860834 8894580 8906238
Diluted 8853917 8915071 8894620 8906238
2003
Net sales $ 82,509 $ 78035 $82546 $ 94,130
Gross profit 20,832 22,713 22,891 26,117
Net income 683 2,160 1,838 5,017
Basic income per share $ 008 $ 024 $ 021 $ 056
Diluted income per share $ 008 $ 024 $ 021 $ 055
Weighted average shares:
Basic 8906238 8906238 8930613 8955178
Diluted 8906418 8906238 8931,709 9,039,770
Note 18

Subsequent Events
On February 4, 2004 we repurchased 1,271,450 shares of our Ordinary common
stock from AIG Retirement Services, Inc. (formerly AIG SunAmerica), our largest
institutional shareholder. In exchange, we tendered $29.0 million in principal amount
of our 8.75% Senior Notes due 2011, which were issued under our existing indenture.
We issued our bonds ar a premium of 106.3%. This transaction resulted in an
increase to our treasury stock of $31.6 million.

In the event that this transaction had been completed prior to December 31, 2003,
pro forma earnings per share would have been $1.27 for the year ended December 31, 2003.
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Non-GAAP Financial Measures Used by Steinway Musical Instruments, Inc.

We use the non-GAAP measurement EBITDA, which we define as earnings before
net interest expense, income taxes, depreciation and amortization, adjusted to exclude
non-recurring, infrequent or unusual items. We use EBITDA because it is useful to
management and investors as a measure of core operating performance. We also
believe EBITDA is helpful in determining our ability to meet future debt service, capital
expendirures and working capital requirements. In addition, certain of our debt
covenants are based primarily upon calculations using EBITDA and we use EBITDA
as the primary measure for determining bonuses for our managers. However, EBITDA
should not be construed as a substitute for operating income or a better indicator of

liquidity than cash flows from operating activities, which are determined in

accordance with GAAP. A reconciliation of cash flows from operating activities to
EBITDA can be found on page 14.

In addition, we provide other non-GAAP measurements which present operating
results on an Adjusted basis, excluding non-recurring, infrequent or unusual items.
These items include costs associated with acquisitions, debt extinguishment, labor
strikes and facility rationalization. We provide Adjusted financial information because
we use it to better understand our core operating performance on a going-forward
basis. This Adjusted information also provides meaningful comparisons of performance
between periods. However, there are limitations in the use of such information because
our actual results do include the impact of these Adjustments. The non-GAAP

measures are intended only as a supplement to the comparable GAAP measures.

Reconciliations of GAAP Earnings to Adjusted Earnings (in Thousands Except Share and Per Share Data) (Unaudited)

WeapsiEndediDecemberdailn

Net Sales $ 257,903 — $ 257,903 $ 331,698 $ — $ 331,698 $ 352612 % — $ 352612 $ 337220 % — $ 337,220
Cost of sales 173,668 — 173,668 230,010 — 230,010 249,091 — 249,091 244,667 (6,044)* 238,623

_\ Gross Profit 84,235 — 84,235 101,688 — 101,688 103,521 — 103,521 92,553 6,044 98,597
Operating Expenses 51,108 — 51,108 61,779 — 61,779 69,026 — 69,026 66,771 — 66,771
Non-recurring, infrequent or unusual charges — — — 1,490 (1,490) —_ —_ — — 2,958 (2.958)° —
Total Operating Expenses 51,108 — 51,108 63,269 1,490) 61,779 69,026 —_ 69,026 69,729 (2,958) 66,771
Income from Operations 33,127 — 33,127 38,419 1,490 39,909 34,495 — 34,495 22,824 9.002 31,826
Other income, net 107 — 107 (1,825) — (1,825) (1,778) — (1,778) (3.517) — (3.517)
Net interest expense 17,107 — 17,107 16,110 — 16,110 16,731 — 16,731 11,945 — 11,945
Debt extinguishment costs 7,008 (7.008)' — — — — 6,612 (6.612)! — — — —

_‘ Income Before Income Taxes 8,905 7,008 15913 24,134 1,490 25,624 12,930 6,612 19.542 14,396 9,002 23,398
Income taxes 5.852 2,640 2 8,492 9,247 570 ? 9.817 4,192 2,662 6,854 4,698 29351 7,633
Net Income $ 3053 $§ 4368 3 7421 $ 14887 % 920 $ 15,807 $ 8738 % 3950 $ 12688 $ 9698 $ 6067 $ 15765
Earnings Per Share —

_ Basic and Diluted i $  04i % loo $ 1.67 $ 1.77 $ 0.98 1.42 $ 1.09 $ 1.77

WEIGHTED AVERAGE SHARES:
Basic 7,418,580 7,418,580 8,921,091 8,921,091 8,928,000 8,928,000 8,924,578 8,924,578
Diluted 7,418,580 7,418,580 8,921,108 8,921,108 8,928,000 8,928,000 8,925,672 8,925,672

| Reflects costs, primarily pre-payment penalties and deferred financing, associated with debt extinguishment.
2 Reflects the tax effect of adjustments at the Company's effective rate for the period.

3 Reflects $1.3 million in bonuses associated with the UMl acquisition and $0.2 million associated with a plant closure.

4 Reflects $1.9 million paid in accordance with the terms of expired labor contracts: $1.3 million impact of labor strikes:
n from a lower-of-cost-or-market adjustment to inventory associated with facility rationalization; and
$1.7 million of employee severance costs associated with facility rationalization.

[V

Reflects asset impairment charges related to facility rationalization.

42 Steinway Musical Instruments, Inc.
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